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Affected by: Paragraph 4 and footnote 2 replaced by CON 6

SUMMARY OF PRINCIPAL CONCLUSIONS

The purpose of this Statement is to examine the characteristics that make accounting information useful.
Those who prepare, audit, and use financial reports, as well as the Financial Accounting Standards Board, must
often select or evaluate accounting allernatives, The characteristics or qualities of information discussed in this
Statement are the ingredients that make information useful and are the qualities to be sought when accounting
choices are made.

All financial reporting is concerned in varying degrees with decision making (though decision makers also
use information obtained from other sources). The need for information on which to base investment, credit,
and similar decisions underlies the objectives of financial reporting. The usefulness of information must be
evaluated in relation to the purposes to be served, and the objectives of financial reporting are focused on the
use of accounting information in decision making.

The central role assigned to decision making leads straight to the overriding criterion by which all account-
ing choices must be judged. The better choice is the one that, subject to considerations of cost, produces from
among the available altematives information that is most useful for decision making.

Even objectives that are criented more towards stewardship are concemed with decisions. Stewardship
deals with the efficiency, effectiveness, and integrity of the steward. To say that stewardship reporting is an
aspect of accounting’s decision making role is simply to say that its purpose is to guide actions that may need
to be taken in relation to the steward or in relation to the activity that is being monitored.

A Hierarchy of Accounting Qualities

The characteristics of information that make it a desirable commodity can be viewed as a hieracchy of
qualities, with usefulness for decision making of most importance. Without usefulness, there would be no ben-
efits from information to set against its costs.

User-Specific Factors

. In the last analysis, each decision maker judges what accounting information is useful, and that judgment is
influenced by factors such as the decisions 1o be made, the methods of decision making to be used, the infor-
mation already possessed or obtainable from other sources, and the decision maker's capacity (alone or with
professional help) to process the information. The optimal information for one user will not be optimal for
another. Consequently, the Board, which must try to cater to many different users while considering the bur-
dens placed on those who have to provide information, constantly treads a fine line between requiring disclo-
stre of too much or too little information.
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The hierarchy separates user-specific qualities, for example, understandability, from qualities inherent in in-
formation. Information cannot be useful to decision makers who cannot understand it, even though it may oth-
erwise be relevant 1o a decision and be reliable. However, understandability of jnformation is related to the
characteristics of the decision maker as well as the characteristics of the information itself and, therefore, un-
derstandability cannot be evaluated in overall terms but must be judged in relation to a specific class of deci-
sion makers.

Primary Decision-Specific Qualities

Relevance and reliability are the two primary qualities that make accounting information useful for decision
making. Subject to constraints imposed by cost and materiality, increased relevance and increased reliability
are the characteristics that make information a more desirable commodity—that is, one useful in making deci-
sions, If either of those qualities is completely missing, the information will not be useful. Though, ideally, the
choice of an accounting alternative should produce information that is both more reliable and more relevant, it
may be necessary to sacrifice some of one quality for a gain in another.

To be relevant, information must be timely and it must have predictive value or feedback value or both. To
be reliable, information must have representational faithfulness and it must be verifiable and neutral. Compa-
rability, which includes consistency, is a secondary quality that interacts with relevance and reliability to con-
tribute to the usefulness of information, Two constraints are included in the hicrarchy, both primarily quantita-
tive in character. Information can be uscful and yet be too costly to justify providing it. To be useful and worth
providing, the benefits of information should exceed its cost. All of the qualities of information shown are sub-
ject to a materiality threshold, and that is also shown as a constraint.

Relevance

¢ Relevant accounting information is capable of making a difference in a decision by helping users to form
predictions about the outcomes of past, present, and future events or to confirm or correct prior expectations.
Information can make a difference to decisions by improving decision makers’ capacities to predict or by
providing feedback on earlier expectations. Usually, information does both at once, because knowledge
about the outcomnges of actions already taken will generally improve decision makers’ abilities to predict the
results of similar fature actions. Without a knowledge of the past, the basis for a prediction will usually be
lacking, Without an interest in the future, knowledge of the past is sterile.

Timeliness, that is, having information available to decision makers before it loses its capacity to influence
decisions, is an ancillary aspect of relevance. If information is not available when it is needed or becomes
available so long after the reported events that it has no value for future action, it lacks relevance and is of
Little or no use. Timeliness alone cannot make information relevant, but a Jack of timeliness can rob informa-
tion of relevance it might otherwise have had.

Reliability

e The reliability of a measure rests on the faithfislness with which it represents what it purports to represent,
coupled with an assurance for the user that it has that representational quality. To be usefust, information must
be reliable as well as relevant. Degrees of reliability must be recognized. It is hardly ever a question of black
or white, but rather of more reliability or less. Reliability rests upon the extent to which the accounting de-
scription or measurement is verifiable and representationally faithful. Neutrality of information also interacts
with those two components of reliability to affect the usefulness of the information.

Verifiability is a quality that may be demonstrated by securing a high degree of consensus among independ-
ent measurers using the same measurement methods. Representational faithfulness, on the other band, refers
to the correspondence or agreement between the accounting numbers and the resources or events those num-
bers purport to represent. A high degree of correspondence, however, does not guarantee that an accounting
measurement will be relevant to the user’s needs if the resources or events represented by the measurement
are inappropriate to the purpose at hand.

Neutrality means that, in formulating or implementing standards, the primary concern should be the rel-
evance and reliability of the infonmation that results, not the effect that the new rule may have on a particutar
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interest. A netral choice between accounting altematives is free from bias towards a predetermined result.
Thie objectives of financial reporting serve nany different information users who have diverse interests, and
no one predetermined result js Iikely to suit all interests.

Comparability and Consistency

 Information about a particular enterprise gains greatly in usefulness if it can be compared with similar infor-
mation about other enterprises and with similar information about the same enterprise for some other period
or some other point in time, Comparability between enterprises and consistency in the application of meth-
ods over time increases the informational value of comparisons of relative economic opportunities or per-
formance. The significance of information, especially quantitative information, depends to a great extent on
the user’s ability to relate it to some benchmark.

Materiality

+ Materiality is a pervasive concept that refates to the qualitative characteristics, especially relevance and reli-
ability. Materiality and relevance are both defined in terms of what influences or makes a difference to a
decision maker, but the two terms can be distingnished. A decision not to disclose certain information may
be made, say, because investors have no need for that kind of information (it is not relevant) or because the
amounts involved are too small to make a difference (they are not material). Magnitude by itself, without
regard to the nature of the item and the circumstances in which the judgment has to be made, will not gener-
ally be a sufficient basis for a materiality judgment. The Board's present position is that no general standards
of materiality can be formulated to take into account all the considerations that enter into an experienced
human judgment. Quantitative materality critedia may be given by the Board in specific standards in the
future, as in the past, as approprdate.

Costs and Benefils

- » Each user of accounting information will uniquely perceive the relative value to be attached o each quality
of that information. Ultimately, a standard-setting body has to do its best to meet the needs of socicty as a
whole when it promulgates a standard that sacrifices one of those qualities for another; and it must also be
awarce constantly of the calculus of costs and benefits. In order to justify requiring a particular disclosure, the
perceived benefits to be derived from that disclosure must exceed the perceived costs associated with it.
However, to say anything precise about their incidence is difficult. There are costs of using information as
well as of providing it; and the benefits from providing financial information accrue to preparers as well as
users of that information. :

Though it is unlikely that significantly improved means of measuring benefits will become available in the
foreseeable futurs, it seems possible that better ways of quantifying the incremental costs of regulations of
all kinds may gradually be developed, and the Board will watch any such developments carefully to see
whether they can be applied to financial accounting standards. The Board cannot cease to be concemed
about the cost-effectiveness of its standards. To do so would be a dereliction of its duty and a disservice to its
constituens.

-
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STATEMENTS OF FINANCIAL
ACCOUNTING CONCEPTS

This Statesnent of Financial Accounting Concepts is
one of a series of publications in the Board’s conceptual
framework for financial accounting and reporting. State-
ments in the series are intended 10 st forth objectives
and fundamentals that will be the basis for development
of financial accounting and reporting standards. The ob-
jectives identify the goals and purposes of financial re-
porting. The fundamentals are the underlying concepls
of financial accounting—concepts that guide the selec-
tion of transactions, events, and circumstances to be ac-
counteq for, their recognition and measwrement, and the
means of summarizing and communicating them to in-
terested parties. Concepts of that type are fundamental in
the sense that other concepts flow from them and re-
peated reference to thern will be necessary in establish-
ing, interpreting, and appiying accounting and reporiing
standards.

The conceptual framework is a coberent system of in-
terrelated objeciives and fundamentals that is expected
to lead to consistent standards and that prescribes the na-
wwre, function, and limits of financial accounting and re-
porting. It is expected to serve the public interest by pro-
viding structure and direction to financial accounting
and reporting to facilitate the provision of evenhanded
financial and related jnformation that is useful in assist-
ing capital and other markets to function efficiently in al-
locating scarce resources in the economy.

Establishment of objectives and identification of fun-
damental concepts will not directly sotve financial ac-
counting and reporting problems. Rather, objectives give
direction, and concepts are tools for solving
problems.

The Board itself is Tikely to be the most direct benefi-
ciary of the guidance provided by the Statements in this
series, They will guide the Board in developing account-
ing and reporting standards by providing the Board with
a common foundation and basic reasoning on which to
consider merits of altematives.

However, knowledge of the objectives and concepts
the Board will use in developing standards should also
enable those who are affected by or interested in finan-

cial accounting standards to understand better the pur-
poses, content, and characteristics of information pro-
vided by financial accounting and reporting. That
knowledge is expected to enhance the usefulness of, and
confidence in, financial accounting and reporting. Care-
ful use of the concepts may also provide guidance in re-
solving new or emerging problems of financial account-
ing and reporting in the absence of applicable
authoritative pronouncements.

Statements of Financiat Accounting Concepts do not
establish standards prescribing accounting procedures or
disclosure practices for particular items or events, which
are issued by the Board as Statements of Financial Ac-
counting Standards. Rather, Statements in this series de-
scribe coicepts and relations that will underlie future fi-
nancial accounting standards and practices and in duc
course serve as a basis for evaluating existing standards
and practices.*

‘The Board recognizes that in certain respects current
generally accepted accounting principles may be incon-
sistent with those that may derive from the objectives
and concepts set forth it Statements in this series. How-
ever, a Statement of Financial Accounting Concepts
does not (a) require a change in existing generally ac-
cepted accounting prineiples, (b} amend, modify, or in-
terpret Statements of Financial Accounting Standards,
Interpretations of the FASB, Opinions of the Accounting
Principles Board, or Bulletins of the Committee on Ac-
counting Procedure that are in effect, or () justify either
changing existing generally accepted accounting and re-
porting practices or interpreting the pronouncements
listed in item (b) based on personal interpretations of the
objectives and concepts in the Statements of Financial
Accounting Concepts.

Since a Statement of Financial Accounting Concepts
does not establish generally accepted accounting prin-
ciples or standards for the disclosure of financial infor-
mation outside of financial statements in published fi-
nancial reports, it is not intended to invoke application of
Rule 203 or 204 of the Rules of Conduct of the Code of
Professional Ethics of the American Institute of Certified
Public Accountants {or successor rules or amangements
of similar scope and intent).

* Pronouncements such as APB Stmemcnl l\o 4, Basic Concepts and. Acrmmnng Pnnapl:s Underi)uxg meaa! Staterments of Business En-

and concepts under-

terprises, and the Accounting Terminofogy Bulletins will continue to serve their purp hey

lying standards and practices existing at the time of their issuance.

Rule 203 prohibits a member of the American Institte of Centified Public Accountams from expressing an opinion that financial statements
conform with generally accepted accounting principles if those statements contain a material departure from an accouoting principle promaul-
gated by the Financial Accounting Stancards Board, unless the member can demonstrate that because of unusual circumstances the ﬁmnual

statements otherwise would have been misdeading. Rule 204 requires membas of the i

10 justily dep from standard

by the Financial Accoanting Standards Board for the disclosure of information oulside of financial statements in published fi mnua] xepans
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GLOSSARY OF TERMS
Bias Relevance

Bias in measurement is the fendency of a meas-
ure to fall more often on one side than the other
of what is represents instead of being equally
likely to fall on either side. Bias in accounting
measures means a tendency to be consistenty too
high or too low.

Comparability
The quality of information that enables users to
identify similarities in and differences between
two sets of economic phenomena.

Completeness
The inclusion in reported information of every-
" thing material that is necessary for faithful repre-
sentation of the relevant phenomena.

Conservatism
A prudent reaction to uncertainty to fry to easure
that uncertainty and risks inherent in business
situations are adequately considered.

Consistency
Conformity from period to period with unchang-
ing policies and procedures.

Feedback Value
The quality of information that enables users to
confirm or correct prior expectations.

Materiality
" The magnitude of an omission or misstatement of
accounting information that, in the light of sur-
rounding circumstances, makes it probable that
the judgment of a reasonable person relying on
the information would have been changed or in-
fluenced by the omission or misstatement.

Neutrality
Absence in reported information of bias intended
to atiain a predetermined result or to induce a par-
ticutar mode of behavior.

Predictive Value
The quality of information that helps users to in-
crease the likelihood of corvectly forecasting the
outcome of past or present events.

The capacity of information to make 2 difference
in a decision by helping users to form predictions
about the outcomes of past, present, and future
events or to confirm or comrect prior expectations.

Reliability .
The quality of information that assures that infor-
mation is reasonably free from error and bias and
faithfully represents what it purports to represent.

Representational Faithfulness
Conespondence or agreement between a meas-
ure or description and the phenomenon that it
purports to represent (sometimes called validity).

Timeliness
Having information available to a decision maker
before it loses its capacity to influence decistons.

Understandability
The quality of information that enables users to
pereeive its significance.

Verifiability
The ability through consensus among measurers
to ensuce that information represents what it pur-
ports to represent or that the chosen method of
measurement has been used without error or bias.

INTRODUCTION

1. The purpose of this Statement is to examtine the
chacacteristics of accounting information! that make
that information useful. This Statenient is one of 2
planned series of publications in the Board’s concep-
tuat framework project. It should be seen as a bridge
between FASB Concepts Statement No. 1, Objec-
tives of Financial Reporting by Business Enterprises,
and other Statements to be issued covering the ele-
ments of financial statements and their recogaition,
measurement, and display. The Statement on objec-
tives was concerned with the purposes of financial
reporting. Later Statements will be concemed with
questions about sow those purposcs are to be at-
tained; and the standards that the Board has issued
and will issue from time to time are also intended to

luAccounting information,” “information provided by financial reporting,” and variations on those descriptions are used interchangeably in this

Statement.
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attain those purposes, The Board believes that, in be-
tween the “why” of objectives and the “how™ of
other Statements and standards, it is helpful to share
with its constituents its thinking about the character-
istics that the information called for in its standards
should have. It is those characteristics that distinguish
more useful accounting information from less useful
information.

2. Although those characteristics arc expected to be
stable, they are not immutable. They are affected by
the economic, legal, political, and social environment
in which financial reporting takes place and they may
also change as new insights and new research results
are obtained. Indeed, they cught to change if new
knowledge shows present judgments to be outdated.
If and when that happens, revised concepts State-
ments will need to be issued.

3. Althongh conventionally referred to as qualitative
characteristics, some of the more important of the
characteristics of accounting information that make it
useful, or whose absence limit its usefuiness, turn out
on closer inspection to be quantitative in nature (for
example, costliness) or to be partly qualitative and
partly quantitative (for example, reliability and time-
liness). While it will sometimes be important to keep
those distinctions in mind, it will usually be conve-
nient, and not misleading, to refer to all of the charac-
teristics of information discussed in this Staternent as
“qualities” of information.

4, The qualities of information discussed in this
Staternent apply to financial information reported by
business enterprises and by not-for-profit organiza-
tions. Although the discussion and the examples in
this Statement are expressed in terms cormonty re-
Iated 10 business enterprises, they generally apply to
not-for-profit organizations as well. “Objectives of fi-
nancial reporting by business enterprises,” “investors
and creditors,” “investment and credit decisions,”
and similar terms are intended to encompass their
counterparts for not-for-profit organizations, “objec-
tives of financial reporting by not-for-profit organiza-
tions,” “resource providers,” “resource allocation de-
cisions,” and similar terms. 2

5. To maximize the usefulness of accounting infor-
mation, subject to considerations of the cost of pro-
viding it, entails choices between alternative account-
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ing methods. Those choices wilt be made more .

wisely if the ingredients that contribute to “useful-
ness” are better understood. The characteristics or
qualities of information discussed in this Statement
are, indeed, the ingredients that make information
useful. They are, therefore, the qualities to be sought
when accounting choices are made. They are as near
as one can come 1o a set of criteria for making those
choices.

The Nature of Accounting Choices

6. Accounting choices are made at two Ievels at
least. At one level they are made by the Board or
other agencies that have the power to reguire busi-
ness enterprises to repoit in some particular way or, if
exercised negatively, to prohibit a method that those
agencics consider undesirable. An example of such a
choice, made many years ago but still accepted as au-
thoritative, is the pronouncement by the Committee
on Accounting Procedure of the American Institute
of Certified Public Accountants that “. .. the exclu-
sion of all overheads from inventory costs does not
constitute an accepted accounting procedure”3 for
general purpose external financial reporting.

7. Accounting choices are also made at the level of
the individual enterprise, As more accounting stand-
ards are issued, the scope for individual choice inevi-
tably becomes circumscribed. But thers are now and
will always be many accounting decisions to be
made by reporting enterprises involving a choice be-
tween alternatives for which no standard has been
promulgated or a choice between ways of imple-
menting a standard.

8, Those who are unfamiliar with the nature of ac-
counting are often surprised at the large number of
choices that accountants are required to make. Yet
choices arise at every turn. Decisions must first be
made about the nature and definition of assets and }i-
abilitics, revenues and expenses, and the criteria by
which they are to be recognized. Then a choice must
be made of the attribute of assets to be measured—
historical cost, current cost, current exit value, net re-
alizable value, or present value of expected cash
flows. If costs have to be allocated, either among
time periods (for example, to compute depreciation)

_oramong service beneficiaries (for exaniple, indusiry

segments), methods of allocation must be chosen.

2This paragraph is a5 amended by FASB Coacepts Swtement No. 6, Elements of Financial Statentents (December 1985).

3Accounting Research Bulletin No. 43, R and Revisi

of Accotoiting Research Bulletins, Chaplec 4, par. S.
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Further, choices must be made conceming the level
of aggregation or disaggregation of the information
to be disclosed in financial reports. Should a particu-

lar subsidiary company be consolidated or should its

financial statements be presented separately? How
many reportable segments should a company recog-
nize? Choices involving aggregation arise at every
point. Stifl other choices concern the selection of the
terminal date of an enterprise’s financial year, the
form of descriptive captions to be used in its financial
statements, the selection of matters to be commented
on in notes or in supplementary information, and the
wording to be used.

9, That list of choices, which is by no means com-
prehensive, illustrates some of the more important
choices that arise in financial reporting. References
thronghout this Statement to alternative accounting
policies, methods, or choices refer to the kinds of al-
tematives ilustrated above.

10. If alternative accounting methods could be given
points for each ingredient of usefulness in a particular
situation, it would be an easy matter to add up each
method’s points and select the onc {subject to its
cost) that scored highest—so long, of course, as there
were general agreement on the scoring system and
how points were to be awarded. There arc some who
seem to harbor the hope that somewhere waiting to
be discovered there is a comprehensive scoring sys-
tern that can provide the universal ceiterion for mak-
ing accounting choices. Unfortunately, neither the
Board nor anyone else has such a system at the
present time, and there is little probability that one
will be forthcoming in the foreseeable future. Conse-
quently, those who must choose among altematives
are forced to fall back on human judgment to evalu-
ate the relative merits of competing methods. If it
were not so, there would be no need for a standard-
setting authority; for by means of the comprehensive
scoring system, agrecment on the “best” methods
would easily be secured.

11, That does not mean that nothing can be done to
aid human judgment. By identifying and defining the
qualities that make accounting information useful,
this Staternent develops a number of generalizations
or guidelines for making accounting choices that are
intended to be useful to the Board, 1o its staff, to pre-
parers of financial statements, and to all others inter-
ested in financial reporting. For the Board and its
staff, the qualities of useful accounting information
should provide guidance in developing accounting
standards that will be consistent with the objectives

of financial reporting. This Statement also provides a
terminology that should promote consistency in
standard setting. For preparers of financial informa-
tion, the qualities of useful accounting information
should provide guidance in choosing between alter-
native ways of representing economic events, espe-
cially in dealing with situations not yet clearly cov-
ered by standards. This Statement also should be
usefil to those who use information provided by fi-
nancial reporting. For them, its main value wilt be in
increasing their understanding of both the uscfulness
and the limitations of the financial information that is
provided by business enterprises and other organiza-
tions, either directly by financial reporting or indi-
rectly through the commentaries of financial analysts
and others, That increased understanding should be
conducive to better-informed decisions.

12. The need for improved communication, espe-
cially between the Board and its constituents, pro-
vides much of the rationale for the whole conceptuat
framework project and particularly for this State-
ment. Indeed, improved communication may be the
principal benefit to be gained from it, It is important
that the concepts used by the Board in reaching its
conclusions be understood by those who must apply
its standards and those who use the results, for with-
out understanding, standards become mere arbitrary
edicts, Communication will also be facilitated if there

is widespread use of a common terminology and a’

comimon set of definitions. The terminology used in
this Staternent is already widely, though not umiver-
sally, used and its general adoption could help to
eliminate many misunderstandings. The definitions
of the principal terms used have been brought to-
gether in the glossary on page CON2-6.

13. It should perhaps be emphasized here that this
Statement is not a standard. Its purpose is not to make
rules but to provide part of the conceptual base on
which rule making can stand. Unless that distinction
is understood, this Statement may be invested with
more authority than a discussion of concepts has a

right to carry.

14, Whether at the level of the Board or the indi-
vidual preparer, the primary criterion of cheice be-
tween two altermative accounting methods involves
asking which method produces the better—that is,
the more useful—information. If that question can be
answered with reasonable assurance, it is then neces-
sary to ask whether the value of the better informa-
tion sufficiently exceeds that of the inferior informa-
tion to justify its extra cost, if any. If a satisfactory
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answer can again be given, the choice between the al-
temnative methods is clear.

15, The qualitics that distinguish “better” (more use-
ful) information from “inferior’ (less useful) infor-
mation are primarily the qualities of relevance and re-
liability, with some other characteristics that those
qualities frmply. Subject to considerations of cost, the
objective of accounting policy decisions is to pro-
duce accounting information that is relevant to the
purposes to be served and is reliable. The meaning of
those terms, the recognition that there are gradations
of relevance and reliability, and the problems that
arise if trade-offs belween them are necessary all are
matters discussed in later paragraphs of this
" Statement,

16. Accounting choices made by the Board and
those made by individual statement preparers have
this in common: they both aim to produce informa-
tion that satisfies those criterda, Yet, though the objec-
tives of the Board and of individual preparers are
alike in that respect, the Board does not expect all its
policy decisions to accord exactly with the prefer-
ences of every one of its constituents. Indeed, they
clearly cannot do so, for the preferences of its con-
stituents do not accord with each other. Left to them-
selves, business enterprises, even in the same indus-
try, would probably choose to adopt different
reporting methods for similar circumstances. But in
return for the sactifice of some of that freedom, there
is a gain from the greater comparability and consis-
tency that adherence to extemally imposed standards
brings with it. There also is a gain in credibility. The
public is naturally skeptical about the refiability of fi-
nancial reporting if two enterprises account differ-
ently for the same economic phenomena.

17. Throughout this Statement, readers should keep
in mind the objectives of the Board in issuing ac-
counting standards of widespread applicability and
those of individual preparers who are concerned with
the informational needs of a particular enterprise.
Though the criteria by which information should be
judged are the same whether the judgment is made
by the Board or by a preparer, they cannot be ex-
pected always to produce agreement on a preferred
cheice of accounting method. The best accounting
policies will provide information that best achicves
the objectives of financial reporting, But whatever in-
formation is provided, it cannot be expected to be
equally useful to all preparers and users, for the
simple reason that individuat needs and objectives
vary. The Board strives to serve the needs of all,
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knowing that in doing so some individual prefer-
ences are sacrificed. Like motorists who observe traf-
fic laws in the interest of their own and general traffic
safety, so Jong as others do the same, in general, those
who have to subordinate their individual preferences
to observe common accounting standards will, in the
Tong run, gain more than they Tose.

i8. The analogy between accounting standards and
traffic Jaws merits closer examination. Traffic laws
impose certain minima or maxima in regulating be-
havior but still permit considerable flexibility in driv-
ing habits. A speed limit leaves slow drivers fo
choose their speed below the maximum and does not
prohibit passing by other drivers. Even a requirement
to drive on the right allows a driver to choose and to
change lanes on all but very narow roads, The point
is that in most respects the traffic laws allow for con-
siderable variations within & framework of niles. In
setting accounting standards, the Board also strives to
leave as much room as possible for individual
choices and preferences while securing the degree of
conforinity necessary to attain its objectives.

19, This Statement niust be seen as part of the larger
conceptual framework, an important pact of the foun-
dations of which were laid with the publication of
Concepts Statement 1. This Statement, with the pro-
posed Staternent on the elements of financial state-
ments of business enterprises, is part of the second
stage of the structure. With successive stages, the
level of abstraction will give way to increasing speci-
ficity. The qualitative chacacteristics discussed in this
document are formulated in rather general terms. As
they are brought to bear on particular situations in
subsequent pronouncements, however, those gener-
alizations will give way to specific applications.

20. While this Statement concentrates on guidelines
for making accounting choices, either by the Board
or by those who provide financial information, its
function is not to make those choices. Insofar as
those choices lic within the Board’s responsibility,
some of them (for examnple, those relating to the at-
tributes of assets and liabilities that should be meas-
ured and presented in financial statements) will be
made in other parts of the conceptual framework
project. Other choices will be made in the standards
to be issued by the Board from time to time. The
qualitative characteristics put forward in this State-
ment are intended to facilitate those choices and to
aid in making them consistent with one another.
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The Objectives of Financial Reporting

21. The objectives of financial reporting underlie
judgments about the qualities of financial informa-
tion, for only when those objectives have been estab-
Jished can a start be made on defining the characteris-
tics of the information needed to attain them. In
Concepts Statement 1, the Board set out the objec-
tives of financial reporting for business entcrprises
that will guide it. The information covered by that
Statement was not limited to the contents of financial

" statements. “Financial reporting,” the Statement said,
“includes not only financial statements but also other
means of communicating infonmation that relates, di-
rectly or indirectly, to the information provided by
the accounting system—that is, information about an
enterprise’s resources, obligations, earnings, ete.
[paragraph 71.”

22. The objectives of financial reporting are summa-
rized in the following excerpts from the Statement:

Financial reporting should provide infor-
mation that is useful to present and potential
investors and creditors and other users in
making rational investrment, credit, and simi-
lar decisions. The information should be
compichensible to those who have a reason-
able understanding of business and economic
activities and are willing to stdy the infor-
mation with reasonable diligence. {para-
graph 34]

Financial reporting should provide infor-
mation to help present and potential investors
and creditors and other users in assessing the
amounts, timing, and uncertainty of prospec-
tive cash receipts from dividends or interest
and the proceeds from the sale, redemption,
or maturity of securities or loans. The pros-
pects for those cash receipts are affected by
an enterprise’s ability to generate enough
cash to meet its obligations when due and its
other cash operating needs, to reinvest in op-
erations, and to pay cash dividends and may
also be affected by perceptions of investors
and creditors generally about that ability,
which affect market prices of the enterprise’s
securities. Thus, financial reporting should
provide information to help investors, credi-
tors, and others assess the amounts, timing,
and uncertainty of prospective net cash in-
flows to the related enterprise. [paragraph 37]

Financial reporting should provide infor-
mation about the economic resources of an

enterprise, the claims to those resources {obli-
gations of the enterprise to transfer resources
to other entities and owners’ equity), and the
effects of transactions, events, and circum-
stances that change resources and claims to
those resources. [paragraph 40]

Financial reporting should provide infor-
mation about an enterprise’s financial per-
formance during a period. Investors and
creditors often use information about the past
to help in assessing the prospects of an enter-
prise. Thus, although investment and credit
decisions refect investors’ and creditors’ ex-
pectations about future enterprise perform-
ance, those expectations are commonly based
at least partly on evaluations of past enter-
prise performance. {paragraph 42}

The primary focus of financiat reporting is
information about an enterprise’s perform-
ance provided by measures of eamings and
its components, [paragraph 43]

Financial reporting should provide infor-
mation about how an enterprise obtains and
spends cash, about its borrowing and repay-
ment of borrowing, about its capital transac-
tions, including cash dividends and other dis-
tributions of enterprise resources to owners,
and about other factors that may affect an en-
terprise’s liquidity or solvency. [para-
graph 49]

Financial reporting should provide infor-
mation about how management of an enter-
prise has discharged its stewardship responsi-
bility to owners (stockholders) for the use of
enterprise resources entrusted to it. {para-
graph 50)

Financial reporting should provide infor-
mation that is useful to managers and direc-
tors in making decisions in the interests of

owmers, {paragraph 52]

23. The Statement on objectives makes clear (para-
graph 31) that financial reporting means general pur-
pose external financial reporting by business enter-
prises, General purpose financial reporting attempts
to meet “the informational needs of extemal users
who lack the authority to prescribe the financial in-
formation they want from an enterprise and therefore
must use the information that management commu-
nicates to them” (paragraph 28). General purpose
staternents are not all purpose statements, and never
can be.
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